
off the mark. Accordingly, any aimilar a•••rtion., which

are likely to be made in this proceeding, should not be

countenanced.

B. A s.par.t. Subtidilry Blgpir...nt Wquld
J'Rpardiz, Tb' Foregoing BIn.fits. With No
Att'n4ant Alt.rnatiye B'nafits.

A s.parate sub.idiary require••nt would destroy the

opportunity for r.plication of public ben.fita lik. those

d••cribld in the foregoing s.ction, with no off••tting

exp.ctation of an alt.rn.tiv•.••chani•• to driv. auch

b.n.fits. Thu., th. true co.t of a ••parat. sub.idiary

r.quir...nt is the opportunity co.t of foregone b.nefits.

Notwithstanding oppon.nt., routine as••rtions to the

contrary, the Ubiquitous nature of the BOC.' aal•• chann.l.

and mark.ting op.ration. provid•• a legitimat•••••t that

69 ( ••• continued)
million in 1994•••• £-..il subecriblrship
ba. grown frca 6 million in 1989 to over 13
million in 1993. 1-..i1 r.venu.s incr•••ed
fraa $574 million in 1989 to $740 .illion in
1991 and an ••tiaated $1.2 billion in 1994.
BOCa bav. not att.ined anythiftC) reaot.ly
clo•• to a doainant po.ition in any oftheae
enhanced ••rk.t seqa.nt••

Ha~n and Tardiff, at 8-9 (citations oaitted). That th.se
mark.t:a are tbrivillC) without a large SOC presence provid••
no qrouncla for th. arCJUlllnt ao_ are sur. to uk. that the
eo_i••ion doe. not n.ed to grant .1:rUctur.l r.li.f. To the
contrary, thes. data daonstrat. that, preciMly becau••th... aark.t.s ar. thriving witb existinq saflCJUlrds,th.r.
is no n.ed to r.impo.. costly structural safeguards for
.ff.etiv. SOC participation.
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should be used to make enhanced .ervice. as widely available

as possible. 70

As the commission has repeatedly found, provision of

enhanced services on an integrated basis with basic services

can re.ult in operational efficiencie., economies of scope,

and cost savings by avoidance of .eparation and or

duplication of a.sets and personnel that would be required

by a separate subsidiary requir_nt. Throughout these

proceeding., opponents of .tructural relief have not

produced any evidence of coaparable benefits fostered by a

.eparate subsidiary requir..ent. That enhanced service

market. are qrowing robu.tly and are already coapetitive, as

many are sure to argue, prove. nothinq about "benefits" of

separate subsidiary require..nts. All those arguments do is

underaine the assertion the s_e parties make that the BOCs

will have the ability to enter these competitive markets and

interfere with their co~titive functioning.

That such assertions and predictions are unfounded is

evident frOll the fact that none of that bas occurred.

Indaad, as Hau_n and Tardiff point out, sine. the BOCs

.~ That not all enhanced service. are as readily
integrated into existing .ale. channel. as are voice
m....ving s.rvic.. is no reason to 4any th. opportunlty •
BOCs should have the flexibility to intetrata their sal••
channels and other operations to the extant. urket.place
needs warrant it for different service., or for different
applicat.ion. (niebe urket.) of sillilar ""ice.. For this
rea.on, th. c~i••ion should rej~ aDY S1J99_tions of a
regulatory fraawork under Which s.f8CJUarda would be
tailored to "fit" a particular enhanced .ervice or market.
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have been authorized to provide inteqrated enhanced

s.rvices, output and consumer welfare have qrown

substantially, negating any claim of anticoapetitive

ettect. 71 Moreover, as the recently filed eEl plans and

plan amendments indicate, the BOCs have continued to

approach enhanced service market. con.ervatively. A key

rea.on for this, of cour.e, i. that the Commissionls

nondi.crimination safeguards are etf.ctiv.· and .nsure that

the BOCs mu.t cont.nd with the .... comp.titiv. market

pressures as other participants. Thus, SOC participation in

enhanced service markets i. alr.ady con.trained by existinq

comp.tition in tho.e markets. A s.parate sub.idiary

requirem.nt i. th.r.fore not required.

C. Mgyinq lIis;ing lIryiCII Tp A ....r.;.
§V"idi'D _14 ClY" ,i.i£ipeo; cu.;omer
CORNian • Hiqbv MrYi,ge CO,,". ADcl
Potential LoIs Qf Saryi,ge Ayail.bility.

In the Notice, the co..i.sion asked parties to identify

transitional expenses that would be borne by customers of

SOC enhanced .ervic.s, and to indicate wh.th.r a return to

structural s.paration requir..ents would r.sult in

di.ruption. of .ervice or confusion aaonq custoaers. As

shown below, the reimposition of a .eparate .ubsidiary

requir...nt on currently integrated operations would cause

siqnificant confusion for cu.tomer. utilizing tho••

••rvic.s, would cauS. the BOC. to incur higher costs of

,. Hausman and Tardiff, at 8.
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providing those services leading to higher price. for those

services, and could lead to 10•• of service availability in

some areas. Such a result is clearly antithetical to the

pUblic interest.

If SellSouth were required to offer voice mail service

on a structurally .eparate basis, the cost impact would be

significant. Although all aspects of the operation would

incur increases in costs, they can be generally qualified in

four categorie.: .ales, adverti.ing, cu.tomer

.ervice/repair, and facilities co.ts. OVerall, BellSouth

projects that its unit cost of providing a voice mailbox

would increase by 176' over a .ix year planning period as a

result of a separate SUbsidiary require..nt.

Operating as a .tructurally separate entity would mean

the 10•• of marketing opportunities from exi.tinq .ale.

channels. The 10•• of the.e opportunities would need to be

countered throuqh another sale. channel. At a minimum, this

would .ean the addition ot personnel to perform this

function, •• well •• utilization ot difterent sale.

contacts, such a. tel_rketinq and direct ..il. Naturally,

the efficiencie. of exi.ting integrated .ale. would be lo.t

a. tbe range ot products offered on a .inqle contact would

be reduced. New sale. channels are likely to be le••

effective a. well. For exaaple, mo.t CU8taaers are

reluctant to bUy frOll tel_rketer.. BellSOuth custo.ers

have a certain level of confidence and trust in BellSouth
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which could be lost to some extent throuqh the use ot

tele.arketinq, particularly it the "BellSouth"

representative does not have access to the customer's phone

records.

BellSouth estimates that chanqes such as these

resultinq trom structural separation would cause a 209'

increase in its unit sales costs. Furthermore, the loss of

sales opportunities, the increased co~lexity of sales

negotiation, and customer confusion would all amount to a

siqnificant decrease in sale.. This erosion of the customer

base would have further impact on the price BellSouth would

have to charqe for the .ervice, as well as on the financial

viability of offerinq voice mail service in BellSouth's

rural or .maller metro areas.

Operatinq as a .eparate subsidiary would also triqqer

an increase in adverti.inq expense. Two factors contribute

to this increa.e. First, operatinq as an integrated entity,

costs for jointly advertisinq MaaoryCall and the associated

complementary network services are shared between the

services in accordance with the c~ission's rule.. As

separated offerinqs, separate advertisinq c-.paiqns would

ne" to be developed, the total cost of which would fallon

the rupective products. The second factor contributinq to

an increase would be the need for more advertisinq. In

order to make up for the 10•• of sal•• opportunities,

M.-oryCall would be required to advertise more. Additional
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advertising would be required to increase customer

awarene•• , alleviate some ot the resistance to

tele..rketing, and reassure customers that, although

MemoryCall is a "structurally separate company," it's

service quality and customer service are just what they

would expect trom BellSouth.

BellSouth projects that advertising costs tor

M.-oryCall operating as a separate entity would ne.d to

increase by 300'. Despite this increase, advertising would

be less ettective due to cu.toaer contu.ion. Once' again

this would have a significant i~act on ••le. r.t.s, per

unit co.t., and MemoryCall penetration into the small.r

metro ar••••

Once the sale i •••de, custcmer service and repair

beco.e the major are•• i.pacted by structural .eparation.

A. a structurally separ.te coapany, M..oryCall would be

reqUired to obtain new and dedicated sy.t... and personnel

to provide the.e function.. Of cour.e, new and additional

tloor space would be required to hou.e the new personnel and

equiplleDt. 12

Any reduction in the perceiVed qu.lity of cu.tomer

service would re.ult in diminished sal.. and increa.ed churn

12 Stailarly BellSouth would be reqUired to duplicate a
nUJlber of adllini.trativ. functions and support sy.t_, such
as tho.e that provide .ervice order entry, ..rvice
provi.ioninq, trackillCJ and billillCJ. A44itional and .eparate
floor space would al.o be required ~o house the.. n.w
sy.t... and the Per.onnel to operate th_.
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rate.. Many customers will not tolerate any increase in the

complexity of the service. structural separation, by

definition, will increase that complexity and will certainly

lead to a reduction in BellSouth customer ba.e tor voice

mail services. Theretore, not only will the total cost to

provide customer service increase, but also the number ot

customers will decrea.e. Both factors compound to produce a

much higher per mailbox cost to provide customer service.

BellSoutb estimate. the increase in custo.er service costs

at 40' per mailbox.

Because M..orycall service currently purchases

transport facilities at tariffed rate., there would not be

a. large a direct impact on the.e co.t. should BellSouth be

required to transition voice mail to a separate SUbsidiary.

However"a decrease in the MeaoryCall customer base, brought

on by the above mentioned issue. would reduce tacility

efficiency. Generally accepted engineering principles state

that .maller trunk qroup. are le.. efficient than larger

ones. Therefore, BellSouth would incur qreater costs tor

facilities on a Per mailboX basi. a. the customer base

eroded. In.cae areas, BellSoutb's MeaoryCall service

cu~a-er ba.e is so s..ll only one voice storage plattorm is

required. Obtaining .eparate conditioned floor space with

security, maintenance personnel and back-Up power for one

platfora could beco.. co.t prohibitive. Th..e proble.s

would have the qreatest impact on 8ellSouth's _ller
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metropolitan areas. BellSouth projects that converting to a

structurally separate entity would increa.e the cost of

goods .old by 105' on a per .ailbox ba.is over the six-year

planning period.

In short, BellSouth projects its overall cost of

providing voice ••••aging s.rvice to increase 176' (weight.d

average of the foregoing cowponent.) over a .ix year

planning period. Clearly, the costs of se~ration are

significant.

Th.se costa, of course, do not all fall only on

BellSouth, but also on custOllerS. CUsto.ers would likely

.ee an increase in What BellSouth charges for MeaoryCall

service. It is unlikely that BellSouth Memorycall could

absorb the total cost impact of transitioning to a separate

SUbsidiary without passing some of those costs on to

consumers. There is even question as to whether M_orycall

would be a viable product on a separated basis. The

increases in the cost of providing the service and

SUbsequent incr_ses in price could exceed customers'

general willingn.ss to pay.

Even if M.-oryCall s.rvice r ...ined viable within the

region as a Whole, it likely would not in so.e of the

s..ller HUO areas. This would result in a withdrawal of

service from the smaller, les. profitable areas. This

repre.ents the second cost to the consWler. CUstomers in

a_ller, aore rural area. would be i.pacted the moat,
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potentially losinq the option ot Meaorycall service

entirely.

customers would also sutter not only from the hiqher

cost of operating a separate subsidiary, but also from the

costs an~ confusion caused by the transition to that

environment. Such a transition would be extre.ely costly,

difficult, and tedious. SellSouth currently has over 1.2

million mailbox.. in s.rvic.. MeaoryCall service is

available in more than 60 .etropolitan areas and is served

by over 100 individual voic. mail platforms in 59 locations.

In order to ttan.ition to a separate subsidiary, S.llSouth

would be r.quired to locate, obtain, and condition floor

space to house this equip.ent. In addition, BellSouth would

be required to reconfiqure many of the 11,000+ circuits in

place which form the comaunications backbone of the service.

Secaus. ~ellSouth would attempt to .inimize service

diaruption for its cu.to••rs, facilities and platforms also

would have to be t_porarily duplicated. Unfortunately, no

aJlount of preparation could prev.nt all mistake., and some

service disruption would be lik.ly. cu.tomer ord.rs would

have to be froz.n near the "cut" dat.. Also, custo••rs

would lik.ly los. s.rvice or ••••ag.. during the conv.rsion

to anew platfora and may lose th.ir mailboX cont.nts

entirely. Due to the maqnitude of the conversion, it would

likely take many months to complete. Any probl_ with the
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tranaition would leave customers with a resentment for

network based enhanced services.

In addition to the physical transition of customers to

new facilities, custo.ers would need to be educated on their

new contacts for sales and service. All custo.er support

personnel and their equipaent would have to be in place

before the first custo.er is informed. Mailouts would then

be sent to customers informinq them of the chanqe.

CUstomers currently place thousands of calls per month to

8ellSouth reqardinC) MemoryCall service. The massive

transition process would be·very confusinq to customers both

durinq and after the chanqeover.

In summary, BellSouth has seen tr..-ndous acceptance of

voice mail service as a consumer oriented enhanced service.

This is evidenced by the dramatic qrowth in the number of

custoJllers for MeJllorycall service. Part of the reason for

voice mail's success in the consuaer _r~etplace is the fact

that it is offered on an int89rated basis. Prom the

custo.era' perspective, MemoryCall .ervice is available

siaply by callinq their "telephone company" and orderinC) it.

It is a reasonably priced service which offers attractive

featur.. and at a price which is coapetitive with the voice

mail altematives.

A retreat to structural separation for voice mail

OPerations would increase costs, cause customer confusion

and irritation, and certainly lead to a decrease both in
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consaaer use of existinq voice ..il services and in early

adoption.of future enhanced services. Indeed, a

structurally separate environment would likely result in the

end of voice mail service as a .... market, consumer

service. None of these outcomes can be considered positive

tor the marketplace or consumers. Accordinqly, no separate

SUbsidiary requirement should be imposed.

COICLUSIOR

As shown above, the Co.-ission's OIA safeguard., ever

absent "fundamental unbundlinq," have been and are effective

in deterrinq or preventinq discriminatory behavior by the

BOCs. Experience and evidence also d..onstrate the

SUbstantial benefits to consumers attained and attainable

under structural relief and, conversely, the siqnificant

costs to consumers of a separate subsidiary requirement.
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BENEFITS AND COSTS OF VERTICAL INTEGRATION OF BASIC
AND ENHANCED TELECOMMUNICATIONS SERVICES

1. IntroductiOn

The FCC is in the process of reviewing its policies to determine the fonn in which the

Bell Operating Companies (BOCs) may participate in the enhanced services market.' FCC

regulation of enhanced services has previously addressed two potential problems. cross

subsidization and access discrimination. The FCC has established two regulatory measures that

significandy reduce the risk of cross subsidization. Price cap regulation, which breaks the link

between direct costs and rate chanaes. does not allow the SOCs to raise prices above the rate

caps approved by the FCC. The SOCs, therefore. do not have' the incentive to set lower rates

for regulated services used. in the provision of enhanced services in the hoPe that they can

increase prices for other rqulated services. In addition, the FCC has implemented cost

accounting rules, includina detailed joint cost rules, cost allocation manuals, reporting

requirements and accounting audits, that inaease the ability to identify cross subsidization.

Access discrimination can arise when preferential netWOrk access is given to an BOC's

affiliated enhanced services provider over a non-affiliated enhanc:ed service provider. The FCC

decided that netWork unbundlina. in the form of discrete cost-based services and features. for

services required to provide enhanced services would insure that SOCs could not discriminate

against their competiton. The FCC's Open Network Architecture (ONA) framework and its

unbundling policy were desipeel to accomplish netWOrk unbundling for features used by non

affiliated eubanced services providers to compete with the BOCs. In its recent remand decision.

the Ninth Circuit required the FCC to explain and justify its decision to allow BOCs to offer all

enhanced services on an intepated basis, given the current state of unbundlina.2 The FCC's

investigation is, however. broader in scope than the minimum requirements set out by the Ninth

'CQmputef In FUrther 1lemIDd Proceedinp: Bell 0peraIina Company Provision of Enhanced
Services. CC Docket No. 9S-20. Notice of Proposed 8!1'I'D'WiN (released February 21. 1995).

iCalifomia v. FCC, 39 F.3d 919 (9th Cir. 1994) ("California 1Ir')
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Circuit. An imponant factor in the FCC's reconsideration will be determining whether the

economic benefits to be gained by permitting vertical integration of aoc basic and enhanced

services exceed the ,possible costs imposed on consumers of not requiring structural separation.

This paper identifies and quantifies the potential benefits and costs of vertical integration

of basic and enhanced telecommunications services. In particular, we find that joint production

facilitates the offering of new products and services, which provide large benefits to consumers.

Focusing on voice messaging _. to date the most prominent Regional Bell Operating Company

enhanced service _. we calculate that the delay in making this service available has cost

consumers well over SI billion annually. The cost to consumers of delay has exceed well over

510 billion since 1981. In addition, the extra production costs that would be incurred by

foregoing the economies of scope from joint production would amount to over 5100 million

annually. In contrast, (1) the enbInced service markets in which the BOCs operate are robustly

competitive, (2) the existinl Open Network Architecture rules followed by the SOCs are designed

to offer nondiscrimiDatory access at prices that avoid cross-subsidies, and (3) all available

evidence shows that these rules are working as intended and that the enhanced service market is

thriving. It is clear that any benefits to competition that may arise from structural separation are

far outweighed by the loss of benefits and extra costs we have identified which arise from

structural separation.

The remainder of this paper bas five sections. We first describe the economic ·principles

that should guide telecommunications competition. In Section III, we examine the state of

competition in information IDd enJwv:ed .mea markets. Next, in Section IV, we measure the

benefits from offering new telecommunications services. Section V quantifies the costs of

structural separation. The tiDal section summarizes our flDdings.

II. Ecm-i; PrjDRples for Ecogpmjcal1y Efficient Competitjon

TeJcc.muaieationsmarkets are generally very dynamic, compared to most other markets.

Products are proliferlDDa, new~ are joining the fray, and existina firms are adjusting through

alliances, mergers.·and the like. The market for enhanced telecommunications services is no

exception. For voice messagina, which accounts for the bulk of the SOCs' enhanced service

revenues, Frost .t Sullivan estimated that 1993 revenues from voice tnn'Iging seryices were 51.4
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billion and that the market is expected to grow at a rate of 12.7 percent annually through the y~ar

2000.3 In addition, revenues from competing voice messaging CPE are an equivalent amo~nt

and are growiq at 40uble digit rates.4 In total, voice messaging revenues are approaching $3

billion annually. Further, there are literally thousands of firms providing voice messaging

services. and the SOCs are far from enjoying a dominant position. For dynamic markets like

these, it is especially important that firms be able to compete on their own merits. absent

regulatory rules that help or hinder particular firms. In this section, we discuss the economic

principles for efficient competition in dynamic markets.

A. hlm.D"';.. mmSS'itjon Ci5.. ..... services markets> is
clwactcrized by firms s;qrgsrjv on tbe hnj' of UDiQyc SCOft ecogomies

Telecommunications has always been characterized by economies of joint production. or

scope economies. With the converpnce of industries - telephony, information, ete. -- the

importance of scope economies is even greater. For example, AT&T has recently acquired

McCaw, which provides cellular services, including voice 1DfUI1P"'; Sprint bas fonned a venture

with major cable television firms. aDd wu the hip bidder at the recently concluded broadband

PeS spectrum auction. Clearly, altbouah the BOCs have long possessed economies of scope.

other competing firms have their own unique economies. To provide the greatest benefits to

consumers, it is essential that all firms be able to employ these economies. The results of this

type of competition are lower prices for consumers and greater availabiHty of new services in a

timely fashion. Measures that unduly restrict the employment of scope economie~ such as

onerous structural sepntion requiremen~will reduce the beDefits from competition and harm

conswners.

Economists are clOie to UDIDimous in believing _. whenever feasible. effective

competition pIOduces results superior to those of comprehensive economic· regulation. The

potential beoeftts of introciudna competition into regulated markets generally are of two major

3Frost & Sullivm, U,S, Voice M'M'IPD' Service MMkcIs. Report S172-63 (Dec, 1994).

~ATA, 1993-94 Ielccomm'liA'ion' MUll Rcvin egd F"".,. 171 (1994).
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kinds: moving prices into closer correspondence with economic costs, and dynamic

improvements in productive efficiency and in product or service offerings. Competition will

concentrate on the services whose prices are held above marginal or incremental costs and tend

to drive those prices~ to the economically proper and efficient levels. Competition also

tends -- unless it is distorted by regulation -- to improve the efficiency with which services are

provided, by weeding high-cost firms out of the market and by exerting pressure on the survivors

to improve the quality of their offerings and to be iMovative in developing and offering new

services and service combinations. Thus. telecommunications regulation should allow firms to

employ their economies of scope so that services can be produced at minimum cost, and should

allow these fums to be free to introduce innovative services which creates large gains in

consumer welfare.

III. BOC Pllticjpltiog in the Epbepqd Seryica MMket 8M Led to Lowes Prices and Greater
<Mput

BOC participation in the mhanc:ed services market bas been good for consumers.

Consumer welfare increues when prices deueue. In the voice messaging services segment.

which is the primary seament of current BOC partic:ipatio~ prices have decreased significantly

since SOC entry. The range of the price decrease has been from about $30 per month in 1990

to S5-15 per month currently. An additional inc:reue in consumer welfare arises when a new

product is offered to a sepncnt of consumers for the first time. SOC success in offering voice

messalinl to the "mass market" ofresidentiallDd small buIiDess customers has been phenomenal.

Over the past 5 years BOC sublcriptioDs have increased from essentially zero to over 6 million

subscriptions.s Growth for the rest of the decade is forecast at around 12 percent per year. No

anticompetitive effect bas occurred in voice messalins or other sqments of the enhanced services

market. Thus, SOC participation has been pro-competitive and bas increased consumer welfare.b

S"Voice Messaginl." IJIIJIpppy, Feb. 20, 1995, at 23.

6For SOC entry to have an anticompetitive effect, 0UIpUt would need to be hnm than it
would have been if the BOCs bid been prohibited &om participltioD. No pany can seriously
claim that output would have been hip without BOC partici..aon. Effects on individual
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The regulatory road for the BOCs to provide enhanced services has been long and

tortuous. In 1981 AT&T applied to the FCC for permission to provide "Custom Calling II'·'

services, which included voice messaging services. on an unseparated basis.7 However, the FCC

rejected AT&T's request. Subsequent to the FCC's negative decision. the Modification of Final

Judgment (MFJ) went into effect. The BOCs were prohibited from providing "information

services" (which had a very similar definition to the FCC "enhanced service" definition) under

Section II.D.l of the MFJ. The combined effect of the FCC decision and the MFJ caused voice

messaging not to be offered to residential and small business customers by the BOCs.

The following events then transpired which permitted the BOCs to offer enhanced

(information) services:

1985: The FCC beains CQmputer III proceedinas with an emphasis on allowing BOCs

to provide enbanced services SU:bject to non-structural safeguards.

1981: (i) Judie Greene authorizes BOCs to provide "gateway" information services

(which includes voice messeaina under the MFJ).

(ii) BOCs file ONA plans designed to ensure competiton have Comparably

Efficient IntereoDDeCtion (CEI).

(iii) FCC beains approvina CEI plans to allow DOCs to provide individual

enhIDced services on a structurally intqrated bais.

1990: (i) NiDab Circujt remands COJIIRI'R m to FCC.

(ii) FCC authorizes BOCs to continue to provide ftIhenced services on an interim

basis accordiDa to CEI plans.

competiton are subsumecl into the overall measure ofoutput when a consumer welfare calculation
is done.

'ATaT bad abady desiped aad bqun to instaJl the services on aD unseparated basis prior
to the FCC's C9IRI'M II decision, which required structural separation.
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1991: (i) Judge Greene removes information services restriction totally.

(ii) FCC issues remand order to allow structural integration of BOC enhanced

services and approves final BOe ONA plans.

1992: BOCs begin offering integrated enhanced services under ONA plans.

1994: Ninth Circuit again remands Computer III to FCC.

1995: FCC authoriz¢s SOCs to continue to provide enhanced services under the eEl plan

reaiJne·

From an economist's viewpoint, this replatory imbroalio bas created sipificant social

coltS. As we will discuss in the next section. CODSUlllel' welfare would have been significantly

hi.. if BOC voice mestlliDl .-vices bid been otfered SOODeI'. FUJ1heImore. government.

manapment. and lawyers' time bas been spent debItiDI the issue of SU'UCtUraI separation for

nearly 20 years. A rational cost-benefit analysis demonstrates that the benefit to consumers of

having BOC enhanced services available far exceeds any possible cost that hypothetically might

arise. Indeed, we quantify these potential ~fits and costs in the next sections of this paper.

As the above regulatory history demonstrates, the key dates were 1988 and 1991. when

the MFJ restrictions were removed and the FCC decided to allow BOCs to offer enhanced

services on a strue:tural1y intepated basis. BeaUmina in 1911, peIJdiDa approval of final ONA

Plans. BOCs were permitted to offer specific enhanced services on a SU'UCtUrally integrated basis.

subject to FCC approval of CEI plalls for those services. The FCC ultimately approved blanket

authorization for SOCs to offer eDbanced services without a struttural separation requirement in

1991. Thus. .. coasider data from 1918, 1991. and the most current data available to analyze

the evolutioo of me enJwnd services market.

~ iDformation .-vices are a large pin of the U.S. economy, with estimated

revenues of S135.9 billion. Accordina to the Commerce eep.rtmem. information services is
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"among the fastest growing sectors of the economy...• Some of the largest and most

sophisticated companies in the U.S. participate in this sector. including GE. AT&T. MCI. IBM.

Sears, Microsoft, Tel, Time Warner, and American Airlines.

The individull segments of the information service industry, all of which use telephone

lines as well as other distribution media in varying ways. are also thriving. Enhanced

(information) services have grown 15 percent a year since 1991 to reach an estimated SIS billion

in 1994. Some 65 percent of these services are delivered on-line, with the remainder delivered

on CD-ROM or using wireless or other distribution technologies. Data processing and network

services are another sellDent which has grown by over 14 percent a year since 1991 to over SSO

billion by 1994. This sepnent includes services such as credit card authorizations, data entry.

payroll processing, electronic mail, and electronic data interchlnp. Lastly, computer professional

services have grown by about 9 percent a year to reach S6S billion in 1994. This segment

includes systems intepaticm aDd coDSUltiq ~ces. Thus, no anticompetitive effect of BOC

entry into information services has occurred. Overall, the market continues to be very

competitive.

The mIrket seament for eoMoced (information) services is perticularly relevant here since

this segment includes many of the business which the 80Cs have entered. This segment.

including on-line databases. value added network services, voice messaging, and electronic mail.

grew from 57.5 billion in 1911 to S10.2 billion in 1991 and to 513.6 billion in 1993. which is

the last available data.9 Mabt growth in 1993 wu 16 percent, which was higher than the year

before. The market is expected to maintain that rate of growth for the next few years. 10

Value added netWork (VAN) services have arown from SO.S billion in 1989 to 53.4 billion

in 1993. Subscribersbip to all videotex. gateways increaed &om 715,000 in 1988 to 6.3 million

'u.S. Dep~- of Commerce, 1m U,S, IndvMriIl Outlook 25·21 (1994).

",S, IndvMriIl~ 1990 at 29-2, 1992 at 26-1, 1994 at 25-2, The Commerce
Department discontinued this publication in 1995.

1°1924 U.S. In+eW Outlook 25-2 and 29-7.
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in 1994. 11 Electronic mail has become widely available since 1988. E-mail subscribership has

grown from 6 million in 1989 to over 13 million in 1993.12 E-mail revenues increased trom

$574 million in 198~ to 5740 million in 1991 and an estimated 51.2 billion in 1994. SOCs have

not attained anything remotely close to a dominant position in any of these enhanced market

segments.

Similarly, SOC entry into the voice messaging market segment has led to lower prices

and higher demand. Between 1989 and 1991, users of voice messaging CPE more than doubled.

from 5.3 million to 11.6 million, and now accounts for 51.3 billion annually.'l The overall

voice messaging market segment grew from 5665 million in 1989 to 51.1 billion in 1991 and

S1.54 billion 1994. Forecasts of future growth have the market doubling to over 53 billion by

2000. 14 Forecasted aanual growth over this period is 12 percent. thUS, output has expanded

rapidly in the voice messaging market segment which demonstrates the pro-competitive effects

of cbanaes in FCC aDd MFJ rqulation.

Since 1991, prices bave decreaed by SO percent for most voice messaaing equipment

Equipment improvements such as voice messeamg boards for PCs have become widely available

at relatively low cost. Thus. voice Il'eSSlliDi equipment continues to place a significant price

constraint on netWork-based voice mestllina services.

Prices for voice messalina services have decreIsed greatly since SOC entry into the

market segment. Frost aDd Sullivan states that in 1990 the averaae monthly fee for voice

messaging was just under $30. By 1993 the av.. IDOD1b1y fee decreued by about 50'/0, or

adecrease in price ofover 20 perceat per year. Frost aDd Sullivan attributes this "dramatic drop"

in prices to the arowdl ofa more competitive market. driven by the lower-priced voice messaging

offered by the BOCs aDd the incIepeDdent LECs. By 2000, Frost IDd Sullivan predicts a further

IIBmrtp GIII& Jan. 14, 1995, at 61.

'2199Qu.LIMufrW Oudac* 31-4; 192:4 ti,S, IwI"",. QutIgok 29-7.

I3NATA.l991 I....iretioMMMkltRcyiewplfgmp.13S (l99I);NATA, 1993
94 TcJggppupjcatiogs MMkIt Rcyiew pi FOIICIC 171,

I~ATA. 1921·94 IclE'D"pkzsism' MMkIt Rcyiew "" fOfFM! 171; Frost &: Sullivan.
V,S, Voice M...... kYiccs MMUg. Report S172-63 (Dec. 1994).
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decrease in the average fee for voice messaging by about another SO percent (pp. 3-10 to 3-11).

Regarding current market conditions, Frost and Sullivan reports that:

"Today, there are numerous providers of voice messaging services in a highly competitive
market. The -entrance of the SOCs and independent LECs in the late 19805 create tierce
competition for the local/regional service bureaus....The RHCs and independent LEes
have developed the residential end-user market. which previously had little interest in or
knowledge of voice messaging." (p. 1-4)

Lower prices, increased competition, and development ofa new market segment have been

the result of BOC entry into the voice messaliua sepnent of the enhanced services market. All

of these outcomes lead to increased consumer welfare. This pro-competitive outcome stands in

stark contrut to FCC and MFJ regulatory policy in the early and mid-1980s which led to an

absence ofSOC participation in eDhanced service markets. Consumer welfare was lower and the

economic efficiency of the U.S. economy was lowered by these misluidcd regulatory policies.

ThUS, as we discuss below, the FCC policy of structural integration and removal of the MFJ

restrictions on information services provision by BOCs has led to a sipificant increase in

consumer welfare which easily exceeds over S1 billion per year.

We tiDally observe that the voice messeai"l market is very UDCOIlCentrated. The SOCs

and GTE combined account for about o-.sixth of voice messaaina revenues combined.

However. individual LEC market shires are much lower. SOC market shares for voice

mnsagq services ranae from around 6 percent for Bell Atlantic, BellSouth, and Pacific Telesis.

to about I percent for NYNEX. Competition continues to be very S1I'ODI for voice messaaing

custo~ with both .-vice prices and equipment prices decreuiDa at a rapid rate.

IV. COPP!JM We" frpm New Teltcommmiptjnpt SmiCII

A. Dc~ki I...... of New IelC!i9'D'DYDisptj9D' SCryiccs

~ restrietioDs which are desiped to facilitate competition may often have a

potentially much Iarpr neptive effect on consumer welfare which cannot be iporecl: restrictions
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on the introduction of new goods and services.'~ Consider the introduction of a new

telecommunications service which is not presently available •• call it home distance leaming over

personal computers.. The demand for such a service will exist. as will a demand curve. which

is a schedule of quantities which would be boUght at each monthly service price. ~ Figure 1.

At lower prices more service is demanded. but even at quite high prices some demand remains

from people who value the service quite highly. If the service were offered at price PI in Figure

1, all those individuals who would have paid more than PI receive the difference between what

they would have paid and what they actually pay in increased consumer welfare. This added

value is called the consumer's surplus and is the area labelled A in Figure 1. Consumer's surplus

is a dollar measure of increaaed consumer welfare, and is almost universally accepted by

economists and policy makers in valuing the effects of economic policy.

Now suppose because of regulation that home distance 1eaminl is not offered, For

instance, if structural seplrltion is required, the cost of the SOCs providing home distance

learning miaht well be sufficiently high that, at prices which would be charged, insufficient

consumer demand would exist to make the economic return on the investment high enough to

justify the inVestment- 16 The home distance leaming application would then not be offered.

No matter how much an individual is willing to pay. he cannot buy the home distance learning

service. Indeed, the price miaht as well be infinity because no one can buy the service. If

regulation is changed and the service is introduced, the price decreases from infinity to PI' To

measure the gain in economic welfare, we use the change in price from the "virtual or reservation

price" which causes zero dem"DCl, price P1 in Figure 1, to the price that will be charged, which

ISThe weill. effect ofdelayed introcluction ofnew loods or services bas not been considered
in most ...,.. ofdie eccmomic effects of replation. sa LIu P. 101k0w and N. Rose, "The
Effects of Economic ReplatiOD," in R. Scbmalensee and R. Villis, H"M'bonk of Industrial
OrmiptjOQ, vol. II (1919) for. a.review of the et1'ec1S of repIation.

16Wbile the demand curve in Fipre 1 demonstrates that some consumer demand would exist
unless prices became quite hiab. at hip prices caused by hip costs demaDd may not be enough
to cover the fixed costs of providina the service. Fixed costs of provictina enbanccd services are
almost always a 1.. component of the overall costs of providina the service.
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is PI in Figure 1Y The large change in price will lead to a large increase in economic ......elfare

so long as significant demand exists for the new product or service.

The economic theory of the valuation of new goods was developed by the Nobel Prize

wiMing British economist Sir John Hicks in 1940. In recent papers, Hausman further developed

the theory and has applied it to measwing the consumer welfare cost of the delay in the

introduction of cell~ar telephone." We will first apply the theory to the case of voice

messaging, which had a delayed introduction of approximately 5-7 years, to demonstrate the large

potential losses in consumer welfare from regulatory-caused delays or even permanent

postponement in the introduction of new telecommunications services.

B. <;T!!!IJlGt Welfare Losses from the [)etay in Voice Mmesing

Voice messaaina usina central office-based telephone technology Was sufficiently

developed to beaiD operation in the early 1980's in the U.S." As noted, AT&T applied for

permission with the FCC in 1981 to provide "Custom Callina II" services, which included voice

messaain& services, OD an unseparated basis. However, the FCC rejected AT&T's request, mainly

because of fears of cross subsidy.zo AT&T had claimed that it would need to redesign its

network equipment to provide messaain& on a structurally separated basis, but the FCC rejected

the claim. AT&T stated that a redesiped system for structural separation would take three years

to introduce, and the additional cost would be substantial. The FCC decided that, since it was

"technically possible" to provide structurally separated voice messaging, AT&T would not be

I 'For an application of the theory of the valUllion of new goods aDd extension of the theory
in a non-regulated context, see J. Hausman. "Valuation of New Goods Under Perfect and
Imperfect Competition..-" MIT Working Paper (June 1994a).

1'The pepenG'e J.R. Hicks, "The Valuation of the Social IncOme." ECODQmis Journal (1940);

Hausman, 1"'" OJ· cit.

19Ss1 ReF. ley, ed., Ewin=iM • 0MaP0DI in the Bell System (1983) for an early
description of the development of ATArs custom callina services.

20ATAT Petition for Waiver of Section 64.702 of the Commission's Rules and Regulations
'18, 88 F.C.C. 2d 1 (1'181). The FCC recognized the presence of economies of scope in voice
mesSaainl ('17) but feared a "slippery slope" that would create regulatory uncertainty.
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